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FIRST MUTUAL EVALUATION OF CHINA

Third follow-up report

on the implementation of recommendation of the FATF/EAG mutual evaluation

1. The purpose of this document is to present to the EAG Plenary meeting the third follow-up progress report of China, which describes the measures taken by China to correct the deficiencies, revealed in the course of the mutual evaluation. The MER was initially adopted by the FATF Plenary on 29 June 2007. China was rated partially compliant (PC) or non-compliant (NC) on 25 Recommendations – five of which are core Recommendations, indicated in bold text in the chart below. These ratings were based on an assessment of the measures that China had implemented up to mid-January 2007 (i.e. two months following the on-site visit). 

	R.1 (Criminalisation of money laundering)
	PC
	R.21 (Special attention for higher risk countries)
	NC

	R.2 (Criminalisation of money laundering)
	PC
	R.22 (Foreign branches and subsidiaries)
	NC

	R.5 (Customer due diligence)
	PC
	R.23 (Regulation, supervision and monitoring)
	PC

	R.6 (Politically exposed persons)
	NC
	R.24 (DNFBP – Regulation, supervision and monitoring)
	NC

	R.7 (Correspondent banking)
	PC
	R.33 (Legal persons – Beneficial owners)
	NC

	R.9 (Third parties and introducers)
	PC
	R.34 (Legal arrangements – Beneficial owners)
	PC

	R.11 (Unusual transactions)
	PC
	R.35 (Conventions)
	PC

	R.12 (DNFBP)
	NC
	SR.I (Implementation of United Nations instruments)
	PC

	R.13 (Suspicious transaction reporting)
	PC
	SR.II (Criminalisation of terrorist financing)
	PC

	R.15 (Internal controls, compliance & audit)
	PC
	SR.III (Freezing and confiscating terrorist assets)
	NC

	R.16 (DNFBP)
	NC
	SR.IV (Suspicious transaction reporting)
	NC

	R.17 (Sanctions)
	PC
	SR.IX (Cross-border declaration and disclosure)
	PC

	R.18 (Shell banks)
	PC
	
	


II. OVERVIEW OF PROGRESS OF CHINA 

2. After China’s first MER was adopted in the FATF Plenary in June, the People’s Bank of China (PBC), jointly with the Legislative Affairs Office of the State Council, the Supreme People’s Court, the Supreme People’s Procuratorate, Ministry of Foreign Affairs, the Ministry of Public Security, the Ministry of Justice, the Ministry of Construction, and the Ministry of Finance, etc, put forward a working proposal to the State Council in regard with implementing the action plan to remedy the deficiencies noted in the MER. In October, the State Council approved the action plan. Based on the approval of the State Council, on November 9th, 2007, the Joint-Ministerial Conference (JMC) meeting was convened by Governor Zhou Xiaochuan of the PBC to discuss how to carry out the action plan. A comprehensive working plan was agreed in the JMC meeting. Following are the actions that have been taken according to the working plan.

Legal Systems

3. R1, 2 and 35, SR.I and SR.II: The LAC/NPC has decided to address the issue of corporate criminal liability by amending the Penal Code. A draft Penal Code amendment extending corporate criminal liability passed its first reading in August 2008.

Preventive Measures – Financial Institutions

4. China has significantly improved its legislative framework of preventative measures in the financial sector since the mutual evaluation and addressed most of the major deficiencies that were identified in the MER. China has repealed the old RMB-LVT/STR Rules and FXLVT/STR Rules, and adopted new regulations that extend reporting obligation to the insurance and securities sectors. It has also enacted more specific customer due diligence (CDD) requirements in all financial sectors.
· Recommendation 5: Most of the specific requirements of R.5 are now addressed in the CDD Rules. These rules require all financial institutions to identify and verify their customers, including the beneficial owner (articles 3, 11, 12 and 14).
· Recommendation 6: The CDD Rules introduce specific requirements for financial institutions in relation to foreign PEPs, including having to obtain approval from senior management before opening an account and determining the source of funds (articles 7, 18 and 19). The PBC also issued guidance to clarify the definition of “PEP” in the CDD Rules and make sure it is consistent with what FATF defines in R. 6.
· Recommendation 7: The CDD Rules require financial institutions to gather sufficient information to understand the nature of a respondent correspondent bank’s business, the adequacy of its AML/CFT measures and quality of its supervision, and to document each institution’s CDD and record keeping responsibilities (article 6).

· Recommendation 9: The CDD Rules provide that a third party may be relied upon only if it has implemented CDD and record keeping requirements, provided that there are no technical or legal obstacles to the third party providing the financial institution with the CDD information collected (article 25). The requirement in this regard has been incorporated in the training programs organized by the PBC to guide the FIs’ implementation.
· Recommendation 11: The Administrative Rules for the Reporting of Large-Value and Suspicious Transactions by Financial Institutions (LVT/STR Rules), which came into force on 1 March 2007, extend the obligation to pay special attention to unusual transactions to the insurance and securities sectors. In addition to reporting any transaction that meets one or more of the specified criteria (i.e. unusual transactions), financial institutions are also required to report any other transactions that is abnormal in terms of amount, frequency, flow, nature, etcetera and is considered to be suspicious after analysis (i.e. a suspicious transaction) (article 14). Financial institutions are required to analyze any suspicious transaction (which includes any unusual transactions, which are also referred to as “suspicious”) (article 15).
· Recommendation 13 and SR.IV: The LVT/STR Rules extended STR reporting requirements to all financial institutions, including those in the insurance and securities sectors. The Administrative Rules for the Reporting of Suspicious Transactions related to the Financing of Terrorism by Financial Institutions, which came into effect on 21 June 2007, require financial institutions to report suspicious transactions related to terrorist financing activities. Additionally, the CDD Rules require all financial institutions to report some attempted transactions that are suspicious (article 26).

· Recommendation 15: The CDD Rules require financial institutions to establish internal controls to address terrorist financing risks and to maintain an internal audit function (article 4).

· Recommendation 18: the PBC issued a notice asking those FIs who act as an agent of international remittance companies to implement comprehensive AML/CFT measures on customers and transactions in these businesses.
· Recommendation 21: The CDD Rules require financial institutions to pay special attention to higher risk customers, including those from countries/regions with weak AML/CFT regimes (articles 18 and 19).

· Recommendation 22: The CDD Rules require financial institutions to ensure that their foreign branches or subsidiaries follow China’s AML/CFT rules as permitted by the laws or regulations of the host country, or the host country’s rules if these are stricter. Financial institutions must notify the PBC if the host country prevents them from following China’s AML/CFT rules in cases where they are stricter.

· Recommendation 23: The AML/CFT supervision has been extended to all financial institutions, including the insurance and securities sectors.

· Recommendation 33: The CDD Rules require all financial institutions to identify and verify the beneficial owner of their customers (articles 3, 7 and 11).

5. A compliance examination has been conducted by the FATF mission that visited China in September 2008 on the implementation of the new Rules for the whole financial sector, including the banking, insurance and securities institutions.

Preventive Measures – DNFBP

6. R.12, 16 and 24: The AML Joint-ministerial Conference held in November 2007 decided to implement AML/CFT measures in some of the DNFBPs. A work plan has been worked out in this regard; one or two sectors of DNFBPs would be covered in each year from then on. Initial progress has been made in the lottery sellers and real estate sector. 

Others

7. SR.III: The LAC/NPC is currently studying the PBC’s proposal of setting up procedures or mechanism on freezing of funds used for terrorist financing. A workshop on this matter was held in October 2008, during which representatives from the LAC/NPC and some international organizations exchanged their opinions.
8. SR.IX: Consultation among the PBC, State Administration of Foreign Exchange (SAFE) and General Administration of Customs (GAC) concerning establishing a declaration/disclosure system for bearer negotiable instruments is still ongoing. 

III. CONCLUSIONS

9. Since the mutual evaluation China has made significant progress on the main FATF Recommendations (but not all of the criteria of these Recommendations). In this regard, it seems relevant to consider withdrawing China from the enhanced follow-up process and ask China to present the next follow-up report to the 11th EAG Plenary meeting. 
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